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I. INTRODUCTION 
Keeping i n  mind one o f  t h e  ma jo r  i n t o r e a t s  o f  P r o f e s s o r  A X .  
Das Gupts ,  I am c o n c e r n i n g  myself  i n  t h i s  p a p e r  w i t h  t h e  &employ- 
ment problem o f  t h e  d e v e l o p i n g  c o u n t r i e s ,  a problem which, it i s  
g e n e r a l l y  ag reed ,  i s  n o t  of t h e  same g e n r e  as t h e  unemployment 
problem which t h e  developed c o u n t r i e s  f a c e  from t i m e  t o  t i m e  because  
of t h o  s l a c k  i n  a g g r e g a t e  demand. The unemployment problem of t h e  
, , 
d e v e l o p i n g  wor ld ,  it i s  g e n e r a l l y  r e c o g n i s e d ,  is  more of t h e  
' c l a s s i c a l '  t h a n  'Keynes ian '  v a r i e t y  and t h e  s o l u t i o n  t o o  of t h i s  
problem has  t o  be  of  n  ' c l a s s i c a l '  t y p e ,  namely t h e  one t h a t  a t t e m p t s  
t o  s h i f t  t h e  r e l a t i v c  c o s t  r a t i o  i n  f a v o u r  of l a b o u r  as a g a i n s t  
o t h e r  f a c t o r s  of p r o d u c t i o n ,  p a r t i c u l a r l y  c a p i t a l .  Khatever  t h e r e -  
f o r e  t a x  p o l i c y  can  do i n  t h i s  r e s p e c t  can  be  s a i d  t o  promote 
e m p l o y m e n t  i n  t h e s e  c o u n t r i e s .  
But  I have  s o t  myself a n  even more modest g o a l  f o r  t h e  
pu rposes  of t h i s  p a p e r ,  namely t o  i)ose a cho ico  between t h r e e  
different forms i n  which exemption from income tax,  u s u a l l y  r e f e r r e d  
t o  as t a x  h o l i d a y  i n  t h e  l i t e r a t u r e  on  t a x  i n c e n t i v e s ,  may be  
o f f e r e d  t o  b u s i n e s s  f i r m s  w i t h  a v i e w  t o  promoting employment.. The 
most common p r a c t i c e  among t h e  d e v e l o p i n g  c o u n t r i e s  o f f e r i n g  t a x  
h o l i d a y  is t o  c o n f i r e  t h e  tax  exemption c o n c e s s i o n  t o  new manufac- 
t u r i n g  f i r m s  which n r e  u s u a l l y  c b l i g e d  t o  i n c o r p o r a t e  ( i . e . fo rm 
thornselves inCo companies) .  But  i n  s e v e r a l  o f  t h e s e  c o u n t r i e s  t a x  
hol iday  i s  of fe red  p l s o  t o  f i rms  engaged i n  mining nnd h o t e l  busi- 
ness  and i n  a few count r ies  ( e ; g .  B r i t i s h  Honduras) t c x  hol iday i s  
a v a i l a b l e  t o  f i rms  engaged i n  c e r t a i n  types  o f  a g r i c u l t u r a l  
a c t i v i t i e s .  For t h o  pur;oses of t h i s  paper we draw no d i s t i n c t i o n  
between f i rms  on t h e  bases  of t h e  a c t i v i t y  they  a r e  t o  engage i n .  
hgain  while t h e  most common p r a c t i c e  i s  t o  o f f e r  t a x  hol iday t o  
new f i r n s ,  sovern l  c s u n t r i e s  do o f f e r  t h e  same concess ion t c  a l r eady  
es tab l idhed  concerns when t h e y  undertake t o  expand t h e i r  a c t i v i t i e s  
bu t  t h e  t a x  exemption i s  u sua l l y  m a i l a b l e  with r e spec t  t o  t h e i r  
p r o f i t s  from expansion. I n  t h i s  paper,  while we a r e  not  suggest ing 
any depa r tu r e  from t h e  p r a c t i c e ,  where it e x i s t s ,  of o f f c r i n c  t a x  
ho l iday  t o  expanding as well  as new f i rms ,  f o r  t h e  purposes of 
our e x e r c i s e  we have proceeded a s  i f  t a x  ho l idzy  i s  a v a i l a b l e  only 
t o  new f i rms.  
The r e s t  0 9  t h e  p p e r  has been divided i n t o  fou r  p a r t s .  
P h r t  II poses both t h e  cho ice  as wel l  as t h e  t e s t  t o  be app l ied  
i n  making t h e  choice  i n  t e r n s  of  opt imis ing t h e  employment generated.  
by t h e  f i r n s  q u a l i f y i n g  f o r  t a x  holidny.  I n  P a r t  I I I , t h e  t e s t  i s  
y.,*:. 
appl ied  t'ii . t h e  
t h r e e  a l t e r n a t i v e  forms of tax ho l idcy  amongst which t h e  choice  has 
been posed and we reach t h e  conclusion t h a t  t h e  a l t e r n a t i v e  which 
seeks  t o  l i n k  t h e  r o t e  of t a x  excmption t o  be 'n l lowcd t o  t h e  f i rms 
i nva r se ly  t o  t h e  c r p i t a l  employed per  job by them y i e l d s  the  
o p t i m u ~  r e s u l t  i n  terms of employment. P a r t  IV' d d s  with t h e  
s i gn i f i c ance ,  o r  o therwise ,  of t h e  assumptions made by us  i n  t h e  
preceding s e c t i o n  while eva luc t ing  t h e  var ious  a l t e r n a t i v e s .  I n  
t h e  f i f t h  and conc lud ing  P a r t ,  we touch  upon t h e  q u e s t i o n  of  t h e  
p r a c t i c a l i t y  o f  i n t r o d u c i n g  t h o  t a x  h o l i d a y  o f  o u r  c h o i c e  i n  p l a c e  
of t h e  c o n v e n t i o n a l  t y p e  t h a t  i s  now g e n o r a l l y  o f f e r e d .  
The t h r e e  d i f f e r e n t  forms of t a x  h o l i d a y  I have  i n  mind a r e :  
Convent iona l  tax h o l i d a y  whereunder  exemption i s  g r c n t e d  t o  
a f i r m  f o r  n g i v e n  p e r i o d  w i t h o u t  imposing a n y  s p e c i f i c  
c o n d i t i o n  e x c e p t  p o s s i b l y  o f  t h e  f i r m ' s  coming i n t o  e x i s t e n c e  
because  t h i s  exemption i e  u s u a l l y  g r a n t e d  t o  new f i rms .  The 
r a t e  of exemption,  i n c l u d i n g  t h e  p e r i o d  f o r  which such  
exemption i s  a v a i l a b l e ,  i e  u n i f o r m l y  t h e  same f o r  a l l  t h e  
f i r m s  . 
Tnx h o l i d a y  l i n k e d  d i r e c t l y  t o  employment, whereunder a f i r m  
may be o f f e r e d  exemption from income t a x  f o r  v a r y i n g  p e r i o d s ,  
o r  of v c r y i n g  p r o p o r t i o n s ,  depending  upon t h e  employment t h e  
f i r m  d i r e c t l y  g e n e r a t e s .  
Tax h o l i d c y  l i n k e d  i n v e r s e l y  t o  c a p i t a l  employed p e r  j ob  
whereunder a f i r m  may be  o f f e r e d  exemption from income t a x ,  
a g a i n  f o r  v a r y i n g  p e r i o d s  o r  f o r  v a r y i n g  p r o p o r t i o n s  b u t  i n  
a manner whereby t h e  r a t e  o f  exemption i s  made a n  i n v e r s e  
f u n c t i o n  of  t h e  c a p i t a l  employed p e r  j ob  c r e a t e d  d i r e c t l y  
by  t h e  f  i - r m .  
For  t h e  purpose  of t h i s  e x e r c i s e ,  we proceed  on t h e  b a s i s  
t h a t  t h e  c h o i c e  t o  be made i s  be-tween e q u i - c o s t  t a x  h o l i d a y  measures  
and a l s o  t h a t  t h e  problem i s  one of  r e p l a c i n g  t h e  t a x  h o l i d a y  which 
a l r e a d y  e x i s t s  w i t h  t h e  more p r e f e r r e d  one. I t  must b e  immedia te ly  
s t a t e d  t h a t  we a r e  imposing t h e s e  r e s t r i c t i o n s  on o u r  e x e r c i s e  
e n t i r e l y  o u t  of me thodo log ica l  c o n s i d e r a t i o n s .  The f i r s t  r e s t r i c -  
t i o n  e n s u r e s  t h a t  we a r e  somparing and c o n t r a s t i n g  comparable  s<K&m 
and t h e  second r e s t r i c t i o n  i s  b e i n g  imposed t o  g e t  
away from t h e  problem of matching  o r  o f f - s e t t i n g  b u d g e t a r y  opera-  
t i o n  t o  t h e  g r a n t i n g  of tax  h o l i d a y ,  namely of making a n  i n c r e a s e  
i n  o t h e r  t a x e s  o r  a r e d u c t i o n  i n  e x p e n d i t u r e .  
Given t h e  p o l i c y  o b j e c t i v e  u n d e r l y i n g  t h e  t a x  h o l i d a y  o f  
promot ing  i n c r e a s e d  employment, o u r  c h o i c e  shou ld  beamnde on t h e  
b a s i s  o f  t h e  i n c r e a s e d  employment each  of  t h e  t a x  h o l i d a y  a l t e r n e -  
t i v e s  can  g e n e r a t e .  S i n c e  we hnve a l r e a d y  assumed t h a t  t h e  c h o i c e  
h a s  t o  be mane between equ i - cns t  t a x  h o l i d a y s ,  l e t  u s  s t a r t  w i t h  
a  s i t u a t i o n  where n l r e n d y  t h e  Government i s  o f f e r i n g  tax h o l i d a y  
o f  t h e  f i r s t  t y p e ,  namely t h e  c o n v e n t i o n a l  t a x  h o l i d a y ,  t o  f i r m s  
i . e .  t h e  f i r m s  a r e  a l r e a d y  b e i n g  o f f e r e d  exemption from inccme t a x  
f o r  n  s p e c i f i e d  number o f  y e a r s  beg inn ing  w i t h  t h e  y e a r  a  f i r m  
comes i n t o  e x i s t e n c e  o r  s tar ts  ope ra ' t i ons .  Now t h e  g r a n t  o f . t h i s  
c o n v e n t i o n a l  t a x  h o l i d a y  must bc c o s t i n g  t h e  Government a c e r t a i n  
amount of  revenue  i n  t h a t  s o  much revenue  from income t a x  i s  
t h e r e b y  fo regone .  The t e s t  we propose  t o  a y p l y  t h e n  i s  t h a t  g i v e n  
t h e  c o s t  t o  Government i n  t e rms  of  r 'evenue t h u s  f o r e g o n e .  t h e  tax 
h o l i d a y  of o u r  c h o i c e  shou ld  b e  one which g e n e r a t e s  t h e  h i g h e s t  
a d d i t i o n a l  employment; such a 'tco.x h o l i d a y  would n a t u r a l l y  be  one 
whereunder  t h e  c o s t  t o  Government i n  t e rms  of revenue  fo regone ,  f o r  
e v e r y  job  a d d i t i o n a l l y  c r e a t e d  i s  t h e  same. I f  t h e  c o s t  t o  Govern- 
ment v a r i e s  from f i r m  t o  f i r m  t h e r e ,  e v i d e n t l y ,  i s  a c a s e  f o r  
s h i f t i n g  t h e  a c c e n t  of  t h e  i n c e n t i v e  t h u s  b e i n g  o f f e r e d  from t h e  
' h i g h  c o s t '  f i r m  t o  t h e  ' l o w  c o s t '  f i r m .   e ere we a r e  u s i n g  ' c o s t '  
i n  t h e  narrow s e n s e  of t h e  c o s t  t o  t h e  Government i n  te rms  o f  
revenue  fo regone . )  
I t  is  n o t  r e a l l y  m a t e r i a l  t o  o u r  c x e r c o s e  whether  t h e  revenue  
t h u s  fo regone  i s  c o n s i d e r e d  a genu ine  c o s t  t o  t h e  Government o r  n o t .  
Bu t  we might  c s  w e l l  t a k e  n o t e  of t h e  argument sometimes advanced,  
namely t h a t  t h e  revenue  t h u s  fo regone  by t h e  Government i s  n o t  a  
genu ine  c o s t  because  such  revenue would, i n  any  c a s e ,  n o t  have 
a c c r u e d  had t h e  t a x  h o l i d a y  n o t  been  o f f e r e d  by t h e  Government f o r  
t h e  f i r m s  t o  come up. Even i f  one a c c e p t s  t h i s  argument  t h e r e  
c a n n o t  be e n y  d i s p u t e  t h a t  t h e  i n c e n t i v e  o f f e r e d  i n  t h e  form o f  
t a x  h o l i d e y  c o n f e r s  a c e r t a i n  b e n e f i t  on t h e  f i r m s  i n  te rms  of  
t a x  t h e r e b y  saved  by them and t h a t  t h i s  b e n e f i t  c an  be e a s i l y  
q u a n t i f i e d  and a g ~ r e g a t e d  f o r  t h e  f i r m s  t h u s  b e n e f i t t i n g  i n  t h e  
c o u n t r y .  The whole of  o u r  e x e r c i s e  can  t h e n  be c a r r i e d  on i n  t e r m s  
o f  t h e  a l t e r n a t i v e  f i g u r e - t h u s  o b t a i n e d  o f  t h e  t a x  s a v i n g  made 
by t h e  f i rms '  b u t  s u c h  a f i g u r e  shou ld ,  i n  f a c t ,  be e q u a l  t o  t h e  
c o s t  t o  Government i n  t e rms  of  revenue  l o s s  t h a t  we were t a l k i n g  
a b o u t  above. I n s t e a d  of t a l k i n g  of equ i - ccs t  t a x  h o l i d a y s ,  we may 
t h e n  t a l k  o f  e q u i - b e n e f i t  t a x , h o l i d a y s .  
L e t  u s  c l a r i f y  a n o t h e r  i s s u e  n s  we l l .  Where a f i r m  becoming 
e l i g i b l e  f o r  t a x  h o l i d a y ' i s  e g e n u i n e l y  new f i r m ,  no p-oblem m i s e s  
i n  a p p l y i n g  t h c  a f o r e s a i d  t e s t  because  t h e  employment it g e n e r a t e s  
can  be t a k e n  as a d d i t i o n n l  employment excep t  p o s s i b l y  w i t h  r c a p e c t  
t o  c e r t a i n  s c a r c e  s k i l l s  i n  t h e  coun t ry .  B u t  where a n  e x i s t i n g  
f i r m  becomes e n t i t l e d  t o  t a x  h o l i c a y ,  on accoun t  o f  t h e  expans ion  
it underte .kes ,  it i s  c l e a r l y  t h e  a d d i t i o n a l  employment t h a t  it 
g o n e r a t e s  which s h o u l d  be tnken  i n t o  account .  
Ye s h a l l  now a t t e m p t  t o  a p p l y  o u r  t e s t  t o  t h e  t h r e c  a l t e r -  
n a t i v e s  posed by u s .  Dut  b e f c r e  a t t e m p t i n g  t o  do t h a t ,  l e t  u s  
I n  f a c t ,  I have myself a t t e m p t e d  a n  e x e r c i s e  on t h o s e  l i n e s  i n  
my p a p e r  e n t i t l e d ,  i l ~  t h e  N e a t r a l i t y  o f  Tax H o l i d q .  ( t o - b e  
p u b l i s h e d )  . 
make c l e a r  o u r  major  assumpt ions .  F i r s t l y )  t h e  c a p i t n l  employed 
by  f i r m s  f o r  e v e r y  j o b  t h e y  d i r e c t l y  c r e a t e  ( i . e .  c a p i t a l  c o s t  
d i v i d e d  by  number o f  j obs  c r e a t e d  w i t h i n  t h c  new f i r m )  v a r i e s  from 
f i r m  t o  f i r m .  ( T h i s ,  i n  f a c t ,  i s  i m p l i c i t  i n  t h e  v e r y  n a t u r e  of  
t h e  c h o i c e  posod by  us . )  Secondly ,  t h e  r a t e  o f  r e t u r n  on c a p i t a l  
( i . e .  p r o f i t  d i v i d e d  by c a p i t n l )  i s  assumed t o  b e  uni form f o r  n l l  
t h e  f i r m s .  T h i r d l y ,  a l l  t h o  f i r m s  a r e  l i a b l e  t o  pcy t a x  on p r o f i t s  
a t  t h e  same r a t e .  F o u r t h l y ,  t h e  r a t e  o f  t a x  exemption i s  a l s o  
u n i f o r m l y  t h e  snme f o r  a l l  t h e  f i r m s  becoming e l i g i b l e  f o r  t a x  
h o l i d a y .  Th i s  means t h a t  no d i s t i n c t i o n  i s  made between one f i r m  
and a n o t h e r  w i t h . r e s p e c t  t o  e i t h e r  t h e  r a t e  of exemption o r  t h e  
p e r i o d  f o r  which t h i s  exemption i s  a v n i l a b l e .  I f  t h e  r a t e  o f  
exemption i s  10096 and t h e  exemption i s  a v a i l a b l e  f o r  n 7 e r i o d  o f  
f i v e  y e a r s ,  t h i s  a s sumpt ion  i m p l i e s  t h a t  a l l  f i r m s  q u a l i f y i n g  f o r  
tax h o l i d a y  w i l l  e n j a y  t h i s  concess ion .  7!e s h a l l  abandon t h i s  las t  
a s sumpt ion  as soon a s  we come t o  t h e  ,discussion o f  a l t e r n a t i v e s  
( 2 )  and (3 )  b u t  we s h c l l  r e t a i n  t h e  e a r l i e r  t h r e e  a s sumpt ions  even 
i n  t h e  d i s c u s s i o n  of  t h o s e  a l t e r n a t i v e s .  
A l t e r n a t i v e  ( 1 ) :  
L e t  u s  now t a k e  t h r e e  f i r m s ,  f i r s t  one w i t h  c n r i t a l  employed 
p e r  j ob  of  l is.10,000, second w i t h  c n p i t a l  employed p e r  j ob  o f  
Rs.50,000 and t h i r d  w i t h  c n p i t a l  employed p e r  j ob  of Rs.100,000. 
, . 
L e t  u s  a l s o  assume t h a t  f o r  a l l  t h e  t h r e e  f i r m s  t h e  annua l  r a t e  o f  
r e t u r n  b e f o r e  t a x  i s  un i fo rmly  15s on c a p i t a l  and t h e  r a t e  a t  which 
income t a x  would have been payab le  i n  t h e  absence  o f  t a x  h o l i d a y  
. . 
i s  50%. Then t h e  c o s t  t o  t h e  Governmttnt i n  t e r m s  o f  revenue  f o r e -  
gone ,  w i t h  r e s p e c t  t o  t h e s o  t h r e e  f i r m s  i n  t h e  e v e n t  of  i t s  g r a n t i n g  
a conventional t a x  h o l i d a y  compr i s ing  of  o 10096 exemption from 
income t a x  f o r  a p e r i o d  o f  f i v e  y o a r s  from t h e  d a t e  t h e y  
t h e i r  o p e r a t i o n s ,  w i l l  emerge as i s  shown i n  t h e  column, 
p e r  j o b  by  g o v o r n m e n t , . i n  Table  I .  
Table  I: Cost  t o  Government p e r  Job c r e a t e d  o f  
Convent iona l  Tax Ho l iday  
s tart  
Firm C a p i t a l  P r o f i t  Tnx pay- Rate  Tax fo regone  Tax saved  by Net r a t e  
employ- b e f o r e  a b l e  i n  o f  p e r  j d b  by f i r m s  as c ' o f  r e t u r n  
ed  p e r  t n x  p e r  t h e  at- tax  government p r o p o r t i o n  on c a p i t a l  
j o b  j o b  s e n c e  o f  exem- (and saved '  o f  c a p i t a l  
t a x  ex- ption by f i r m s )  
empt ion  
RS . RS . ns . $ ns . 5 SS 
Thus when t h e  Government announces n scheme of  t c x  i n c e n t i v e s  
vhe reby  a l l  t h e  new f i r m s  a r e  o f f e r e d  what we have c n l l e d  conven- 
t i o n n l  , t a x  h e l i h n y  a l l  t h e  above t h r e e  f i r m s  w i l l  be e n t i t l e d  t o  
comple te  exemption from income t a x  f o r  t h e  same number o f  y e a r s  
a f t e r  t h e y  come on s'tream. B u t ,  as can  be s e e n  from t h o  above 
t a b l e ,  t h e  c o s t  t o  t h e  Government i n  t e rms  o f  r evenue  f o r e g o n e  
f o r  g e n o r o t i n g  e v e r y  a d d i t i o n a l  j o b  i s  t h e  l o w e s t  f o r  Firm A and 
t h e  h i g h e s t  f o r  f i r m  C even though t h e  t a x  saved  by f i r m s  ns  a 
p r o p o r t i o n  o f  c n p i t a l  and t h e i r  n e t  r a t e  of r e t u r n  a r e  t h e  same 
f o r  a l l  t h e  f i r m s .  Firm A i s  a l s o  t h e  one w i t h  t h e  l o w e s t  c a p i t a l  
employed p e r  j o b  and Firm C i s  t h e  one v ~ i t h  t h e  h i g h e s t  c a p i t a l  
employed p e r  job. 
I t  can  be s e e n  c l e a r l y  from Table  I t h a t  t h e  c o s t  p e r  job  
t o  t h e  Government v a r i e s  from f i r m  t o  f i r m  because  w h i l e  t h e  p r o f i t  
p e r  j o b  i n c r e a s e s  w i t h  c a p i t a l  employed p e r  j ob ,  t h e  r a t e  of exemp- 
t i o n  i s  u n i f o r m l y  100% f o r  a l l  t h e  f i r m s .  
Thus i f  as a r e s u l t  o f  t h e  i n c e n t i v e  o f f e r e d  i n  t h e  form of  
c o n v e n t i o n a l  t a x  h o l i d a y ,  t h r e e  new f i r m s  came up, Firm A w i t h  a 
c a p i t a l  i nves tmen t  o f  Rs.100,000, Firm B w i t h  a c a p i t a l  i nves tmen t  
of -Rs .1 ,000 ,000,  each  c r e a t i n g  t e n  a d d i t i o n a l  j obs ,  t h e  c o s t  t o  
t h e  Government of  t h e  c o n v e n t i o n a l  t a x  h o l i d a y  would amount t o  
Rs.120,000 a y e a r ,  f o r  t h e  d u r a t i o n  of t a x  h o l i d a y ,  and as a r e o u l t  
30 a d d i t i o n ~ l  j o b s  w o h d  have  been d i r e c t l y  c r e a t e d .  
A l t e r n a t i v e  ( 2) : 
Suppose now t h a t  t h e  Government w i shes  t o  s w i t c h  o v e r  from 
t o  one where t a x  h o l i d a y  
c o n v e n t i o n a l  t a x  h o l i d a y / i s  - r e l a t e d  d i r e c t l y  t o  t h e  g e n e r a t i o n  of  
j obs .  One way of  i t s  g o i n g  a b o u t  would b e  t o  adop t  a l t e r n a t i v e  ( 2 )  
posed by u s  above,  namely t o  o f f e r  100% exem t i o n  from income t a x  
b u t  f o r  v a r y i n g  p e r i o d s  depending  upon t h e  number of j o b s  a f i r m  
c r e a t e s .  
L e t  u s  s a y  t h a t  t h e  Government o f f e l s  5-year exemption t o  
new f i r m s  c r e a t i n g  1 0  jobs ,  10-year  exemption t o  t h o s e  c r e a t i n g  
20 j o b s  a n d ' l 5 - y e a r  exemption t o  t h o s e  c r e a t i n g  30 jobs  and ove r .  
( I  have d e l i b e r a t e l y  chosen  d i s c r e t e  f i g u r e s  f o r  t h e  pu rposes  of 
t h i s  e x e r c i s e  i n  t h e  i n t e r e s t  of s i m p l i c i t y . )  I f  a s  a r e s u l t  of 
t h i s  announcement t h e  t h r e e  f i r m s ,  i n  o u r  i l l u s t r a t i o n ,  w i t h  
d i f f e r e n t  c a p i t a l  c o s t  p r o f i l e s ,  which came forward  t o  s e t  up t h e i r  
p l a n t s  i n  r e sponse  t o  t h e  ' cor ivent iona l  t a x  h o l i d a y  would s l . so  come 
forward  now, t h e n  t h e  c o s t  t o  t h e  Government f o r  t h e  c r e a t i o n  of 
30 a d d i t i o n ~ l  j obs  would work o u t  t o  be e x a c t l y  t h e  same a s  under  
a l t e r n a t i v e  ( 1 ) .  
Q u i t e  i n t e r e s t i n g l y ,  each  of  t h e  t h r o e  f i r m s  s t a n d s  t o  g a i n  
from t h e  t a x  h o l i d a y  r e l a t e d  d i r e c t l y  t o  g e n e r a t i o n  of employment 
t o  t h e  same e x t e n t  as unde r  conven t io iml  t a x  ho l iday .  . The r e a s o n  
f o r  t h i s  i s  t h a t  though unde r  t h e  changed tax h o l i d a y  regime t h e  
100% t a x  e x e m ~ t i o n  i s  g r a n t e d  t o  a f i r m  p rov ided  it c r e a t e s  1 0  o r  
more a d d i t i o n a l  j o b s ,  t h e  b e n e f i t  t h a t  a f i r m  s t a n d s  t o  d e r i v e  
i n  t h e  form of  t h e  amount of t a x  it s z v e s  f o r  e v e r y  job t h n t  i t '  
d i r e c t l y  c r e a t e s  i s  s t i l l ' n o t  s u b j e c t  t o  nny l i m i t a t i o n  s o  t h a t  
Firm B can  s t i l l  save t h r o u g h  tax exemption f i v e  t i m e s  more t h a n  
Firm A and Firm C c a n ' b a v e  th rough  t h e  same t a x  e x e m ~ t i o n  t w i c e  
as much as Firm B even though a l l  t h e  t h r e e  f i r m s  c r e u t c  1 0  jobs  
each .  
L c t  u s  now r e l a x ,  t e m p o r a r i l y  though,  o u r  r e s t r i c t i o n  
w i t h  r e s p e c t  t o  equ i - cos t  a l t e r n a t i v e s .  There i s  o t h e r w i s e  t h e  
dange r  of  o u r  be ing  t a k e n  t o  i m p l i c i t l y  assume t h n t  on t h e  announce- 
ment of t h o  above scheme of  t a x  exemption under  a l t e r n a t i v e  ( 2 ) ,  
which c l e a r l y  o f f e r s  h i g h e r  income t a x  exemption f o r  l a r g e r  
employment, t h e  f i r m s  v i l l  n o t  t ry  e i t h e r  t o  s w i t c h  o v e r  t o  more 
l s 3 o u r  i n t e n s i v e  t e c h n o l o g y  o r  t o  m o h i l i s e  a d d i t i o n d  c n y i t a l  
o r  even t o  do both.  , . 
T r u e  t h a t  i f  cnch  o f  t h c  f i r m s  i n  o u r  i l l u s t r a t i o n  p l a n s  t o  
u n d e r t a k e  t h e  s::me l e v c l  cif i n v e s t m e n t  as b e f o r e ,  i t  w i l l  s t a n d  
t o  g a i n  EM much f rom t a x  e x c m p t i o n  under  a l t e r n a t i v e  ( 2 )  cs i t  
would g a i n  u n d e r  n l t c r n n t i v e  ( 1 ) .  R u t  now a l t e r n a t i v e  ( 2 )  o f f e r s  
a d d i t i o n a l  t a x  exempt ion  i f  a f i r m  i s  n b l e  t o  g e n e r a t e  a d d i t i o n a l  
employment. Should  Firm E ,  f o r  i n s t a n c e ,  b e  a h l c  t o  e i t h e r  s w i t c h  
o v e r  t o  a more l a b o u r  i n t e n s i v e  t e c h n o l o g y  o r  l e y  i t s  hand on 
a d d i t i o n a l  c n p i t n l  ( o r  c v c n  work o u t  a c o m b i n a t i o n  o f  b o t h )  s u c h  
t h n t  it c a n  now g e n e r a t e  employment o f  2 0 ,  i n s t e a d  o f  t h e  e ~ r l i c r  
1 0 ,  it becomes e l i g i b l e  f o r  a h i g h e r  l e v e l  o f  t a x  e x e m p t i o n  namely 
100$ t a x  e x e m p t i o n  f o r  n p e r i o d  o f  1 0  i n s t e a d  o f  5 y e a r s  o n l y .  
L e t  u s  cssume t h a t  a l l  t h e  t h r e e  f i r m s  i n  o u r  i l l u s t r n t i o n ,  
F i r m s  A,  I! and  C a r e  a b l e  t o  s w i t c h  o v e r  t o  a t e c h n o l o g y  t h a t  
o n a b l e s  them t o  a v a i l  t h e m s e l v e s  o f  t h e  h i g h e s t  a v n i l n b l e  t a x  
e x e m p t i o n ,  namely  1 5  y e a r s 1  t a x  h o l i d a y ,  w i t h o u t  h a v i n g  t o  m o b i l i s e  
n d d i t i o n n l  c t ~ p i t a l .  What i t  would menn i s  that as a g a i n s t  t h e  
t o t a l  c n p i t c l  i n v e s t m e n t  o f  Rs .1 ,600 ,000  t h e  numbers o f  j o b s  
would i n c r e a s e  tc! 90 h u t  t h e  c o s t  t o  t h e  Governmcmt would now 
amount t o  Rs .120 ,000  3 y e a r  f o r  a ~ e r i o d  of 1 5  i n s t e n d  o f  5  y e a r s .  
(?-ssuming no d i s c o u n t i n g  f o r  t i m e ,  t h o  t o t a l  c o s t  t o  t h e  Government 
i n  t e r m s  o f  r e v e n u e  f o r g o n e  t h u s  i n c r e m e s  t h r e e - f o l d .  I t  g o e s  u p  
f r o m  Rs.600,000 ( R s . 1 2 0 , 0 0 0  x  5) t o  Rs.1 ,800,000 ( I ~ s . 1 2 0 , 0 0 0  x 1 5 ) ) .  
B u t  t h e  c o s t  t o  Government f o r  e v e r y  a d d i t i o n a l  j o b  c r e a t e d  r e m a i n s  
t h e  s -me .  ( A c c o r d i n g  t o  t h e  nbovc c a l c u l a t i o n s ,  t h e  c o s t  tc! t h e  
Government p c r  j o b  r e m a i n s  Rs.20,000.)  A l s o ,  and much more 
i n y o r t n n t l y ,  t h e  d i f f e r e n t i n l  i n  g a i n  f r o m  t a x  exempt ion  f o r  e v e r y  
j o b  t h u s  c r e s t e d  r e m a i n s  t h e  snme f o r  more c a p i t n l  i n t e n s i v e  
inves t r i t cn t s  as compared t o  l c s s  c a p i t a l  i n t e n s i v e  i n v e s t m e n t s .  
Rut  i f  wo nssuncfl  t h n t  i n  s w i t c h i n g  o v o r  t o  a more l n b o u r  
i n t e n s i v e  technology oach o f  t h e  f i m . s  hna ,  e t  t h e  aareo t i n o ,  t o  
i n c r e n s c  t h e  s i z e  o f  i t s  i n v e s t m e n t ,  t h o u ~ h  a t  a u n i f o r m  r a t e ,  
t h e n  v h i l o  t h e  c l i f f c r e n t i a l  i n  t e r m s  o f  t h e  g a i n  f rom t a x  exump- 
t i o n  m i g h t  y t i l l  remnin t h e  aame, i n  r o l a t i v e  t e r m s ,  n s  be tween  
c n p i t n l  i n t o n a i v e  and l o s s  c a p i t a l  i n t e n s i v e  i n v c s t m o n t ,  t h e  c o s t  
t o  t h e  Government f o r  e v e r y  job t h u 8  c r o n t e d  v i l l  go  up .  
Thus i n  t o r n s  o f  t h e  t e s t  we hnve p r o p o s e d  t h e  p o s i t i o n  
u n d e r  a l t e r n a t i v e  ( 2 )  r c m n i n s  b a e i c c l l y  t h e  same, o r  becomes worse ,  
w i t h  t h o  r e l a x a t i o n  o f  t h e  b u d g e t  r e s t r i c t i o n ;  i t  c e r t a i n l y  d o e s  
n o t  i n p r o v e .  
X l t e r n n t i v e  ( 3 ) :  
L c t  u s  now exominc whe t  o u r  a l t e r n a t i v e  ( 3 )  s e e k s  to a c h i e v s .  
H e t v e e n  t h r c c  f i r m s ,  A, B cnd  C i n  o u r  i l l u s t r a t i o n ,  t h e  b o n e f i t  
o f  t a x  h o l i d a y  v o u l d  now be n v n i l a b l o  i n  i n v u r s e  r e l a t i c n s h i p  t o  
t h e  c a p i t a l  c o a t  p e r  j o b  of ocsch f i r m .  I f  n  f irrn's c r : p i t a l  c o s t  
p o r  j o b  i s  h i g h e r ,  i t s  r c t o  o f  exempt ion  is correspondingly l o v e r .  
T h i s  v n u l d  moan t h a t  i f  C employs  10 t i m e s  t h e  c n p i t a l  employod 
p e r  j o b  by A ,  C is e n t i t l o d  t o  o n e - t e n t h  o f  t h e  o x o n p t i o n  n l l o w e d  
t o  A. T h i s  is u n l i k e  e l t e r n a t i v e  ( 2 )  whorsundor  entitlement t o  
t a x  exemption is n t  t h e  snme r a t c  ( a n d  f o r  t h o  sane p u r i o d )  i f  
t h o  j o b s  c r o z t e d  by t h e  f i r m s  n r o  t h e  s n n e .  Thus,  i n  o u r  i l l u s -  
t r a t i o n ,  t h e  d i f f o m n t i n l  n i g h t  t ~ k v  e i t h o r  o f  t h o  twr? f9rrr.s. 
Onc m y  o f  i n t r o d u c i n g  t h e  d i f f o r e n t i e l  u n d e r  a l t e r n a t i v e  ( 3 )  
vnu ld  h e  t,hnt i f  P i  rrn A i s  g r a n t e d  t w e n t y  y o a r s '  t n x  h o l  i d c y ,  
Yim R v o u l d  b e  g i v e n  4 yonrs' t a x  h o l i d a y ,  end Firm C cr i ly  two 
y c c r s .  Here  c g n i n ,  we hnve n o t  mnde a n y  nl lowtmce f o r  d i s c o u n t i n g  
. of t ime .  The 'second way o f  i n t r o d u c i n g  t h e  same t y p e  o f  d i f f e r e n -  
t i n 1  would b e  t h a t  i f  Firm A i s  g r a n t e d  100% exemption from income 
t a x  f o r ,  s a y ,  a 5-year p e r i o d ,  Firm B would be o n t i t l e d  t .1  a 20% 
exemption and Firm C f o r  a 100% exemption f a r  t h e  same l e n g t h  o f  
y e a r s .  
I 
L e t  u s  s a y  t h o t  incrme tax exempti1)n i s  g r a n t e d  d i f f e r e n -  
t i a l l y  n c c y r d i n g  t o  t h e  second method i n d i c n t e d  above. A s  can  
be  s e e n  f r ~ m  Tnkle 11, when t h e  r a t e  of exemption i s  i n v e r s e l y  
r e l a t e d  ti, t h e  c a p i t b l  employed p e r  j ob ,  t h e  t a x  s a v i n g  p e r  j o b  
which each  f i r ?  makes, r e g a r d l e s s  of i t s  c a p i t a l  i n t e n s i t y  i s  t h e  
same. Rut  t h e  n e t  r a t e  o f  r e t u r n  i n c r e a s e s  f o r  i nves tmen t s  o f  
l a b o u r - i n t e n s i v e  t y p e  r e l a t i v e  t o  t h o s e  which a r o  c a p i t a l - i n t e n s i v e .  
\ 
Yhi lo  t h e  n e t  rate o f  r e t u r n  f o r  f i r m  C w i l l  now be 8.25% t h a t  f o r  
Firm E w i l l  work o u t  a t  9% and f . ~ r  Firm A ,  t h e  most l abour -  
i n t e n s i v e  Firm, n t  15%. 
Table  11: Net Rate  of  Re tu rn  from Tax Ho l iday  O f f e r i n g  
Tax Exemption i n  I n v e r s e  R e l a t i o n s h i p  t o  C a p i t a l  
Employed p e r  J n b  
Firm C a p i t a l  P r o f i t  Tax p a y a b l e  b t e  Tax P r o f i t  Net r a t e  of 
employ- b e f o r e  i n  t h o  ab- o f  . saved  a f t e r  r e t u r n  on c a p i t a l  
cd p e r  t a x  s e n c e  of t a x  exem- p e r  t a x  employed jr;b Ils cxe  h i o n  p t i m  J&b w Its ss I 
We would be p e r f e c t l y  j u s t i f i e d  to e x p e c t  t h a t  normal 
p r o f i t  maximising behav iou r  on t h e  p a r t  o f  t h e  f i r m s  would impel  
a  s h i f t  f rom c c p i t n l - i n t e n s i v e  t o  l a b o u r - i n t e n s i v e  i n v e s t m e n t  when 
t h e  l a t t e r  o f f e r  much h i g h e r  n e t  r a t e  o f  r e t u r n .  I f ,  i n  s i A t e  of 
- 
t h i s  i n t r o d u c t i o n  o f  d i f f e r e n t i a l  i n  t h e  sys tem of t a x  h o l i d a y ,  
al: t h e  t h r e e  f i r m s  i n  o u r  i l l u s t r a t i o n  e s t a b l i s h  themse lves  i n  
t h e i r  r e s p e c t i v e  b u s i n e s s e s  i n  t h e  aame manner ns b e f o r e ,  i . e .  
I 
t h e i r  s c a l e  of  o p e r a t i o n  remains  u n a f f e c t e d ,  t h i e  would o n l y  mean 
t h a t  b u s i n e s s  i n v e s t m e n t s  n r e  i n s e n s i t i v e  t o  changes i n  n e t  r a t e s  
o f  r e t u r n  - which i s  a r a t h e r  extreme s i t u a t i o n .  Moreover,  i t  
undermines t h e  whole r a t i o n a l e  behind  t h e  g r a n t  of t a x  i n c e n t i v e s ,  
e s p e c i a l l y  income tax i n c e n t i v e s ,  which i s  t h a t  b u s i n e s s  o p e r a t i o n s ,  
p a r t i c u l a r l y  i n v e s t m e n t s ,  a r e  q u i t e  s e n s i t i v e  t o  changes i n  n o t  
r a t e s  o f  r e t u r n .  
Suppos ing  t h e  c a p i t a l  a v a i l a b l e  f o r  i nves tmen t  i n  o u r  
i l l u s t r a t i o n  of t h r e e  f i r m s ,  namely Rs.1.6 m i l l i o n ,  g e t s  d i v e r t e d  
. . 
t o  t h e  most l a b o u r - i A t e n s i v e  o p e r a t i o n s  o f  t h e  t y p e  o f  Firm A, s o  
t h a t  i t  cou ld  a v a i l  i t . s e l f  of t h e  h i g h e s t  n e t  r e t u r n ,  t h e n  though 
t h e  c o s t  t o  t h e  Government i n  t e rms  of revenue  fo regone  would s t i l l  
be  Rs.120,000 a y e a r  t h e  t o t a l  employment g e n e r a t e d  i n  t h e  economy 
d i r e c t l y  as c consequence of  t h e  s h i f t  t n  more l a b o u r  i n t e n s i v e  
o p e r a t i o n s  would be  as h i g h  ns 160 i n s t e a d  qf  o n l y  30. 
Thus, a c c o r d i n g  t o  t h e  employment t e s t  we have proposed ,  
of t h e  t h r e e  t y p e s  o f  t a x  h o l i d a y  between which t h e  c h o i c e  h a s  been 
posed by u s ,  it i s  o n l y  t h e  t h i r d  t y p e  o f  tax  h o l i d a y  where t h e  
r a t e  of exemption from income t s x  i s  i n v e r s e l y .  r e l a t e d  t o  t h e  
c a p i t a l  employed p e r  job  which y i e l d s  t h e  b e s t  r e su l ' t s  i n  t e r m s  
o f  employment g e n e r a t e d  r e l a t i v e  t o  t h e  c o s t  t o  t h e  Government i n  
t e rms  o f  t h e  r eveeue  t h a t  i t  f o r e g o a s  by g r a n t i n g  t a x  h o l i d a y .  
Although t h e  t e s t  we have proposed above f o r  t h e  c h o i c e  of 
tax  h o l i d a y  l o o k s  o u t  f o r  t h e  t y p e  which c o n f e r s  on t h e  f i r m s  t h e  
same amount of  t a x  s a v i n g  f o r  eve ry  j o b  t h o y  c r e a t e ,  o u r  e x p r e s s  
o b j e c t i v e  wae t o  o p t i m i s e  employment n s  r e l a t e d  t o  t h o  c o s t  t h e  
Government would h e  i n c u r r i n g  by g r a n t i n g  t ax  h o l i d a y  t o  firms. 
B u t  it c a n n o t  he ove r looked  t h a t  from t h e  p o i n t  of  view o f  e q u i t y  
c l s o  it is  i m p o r t a n t  t h a t  f i r m s  shou ld  be  e n t i t l e d  t o  t h e  same, 
and n o t  d i f f e r e n t  nmnunt o f  t a x  s a v i n g  f o r  each j o b  t h e y  c r e a t e .  
Viewed t h u s ,  'under t h e  f i r s t  and second n l t e r n a t i v e s  t h e  f i r m s  
e n j o y  d i f f e r e n t  nmounts of t a x  s a v i n g  f o r  c r e a t i n g  t h e  same number 
of j obs  whereas under  a l t e r n a t i v e  ( 3 ) ,  a l l  t h e  f i r m s  e n j o y  t h e  same 
. amount of t a x  s a v i n g  f o r  e v e r y  j o b  t h e y  c r e a t e .  The re fo re ,  f rom 
t h e  p o i n t  of view of e q u i t y  a l s o ,  a l t e r n a t i v e  ( 3 )  shou ld  commend 
i t s e l f  o v e r  a l t e r n n t i v e s  ( 1 )  and ( 2 ) .  
Our c o n c l u s i o n  above c l e a r l y  c h a l i e n g e s  t h o  ' e s t a b l i s h e d '  
1 
b e l i e f  t h a t  t h e  t a x  h o l i d a y  o f  t h e  c o n v e n t i o n a l  v a r i e t y  is  n e u t r a l  
o r  n o n - d i s c r i m i n a t - r y  between c a p i t a l  i n t e n s i v e  and l a b o u r - i n t e n s i v e  
2 i nves tmen t s .  A11 t h a t  t h i s  s o - c a l l e d  n e u t r a l i t y  of  t h e  c o n v e n t i o n a l  
t a x  h o l i d a y  r e a l l y  nmounts t o  i s  t h a t  t h e  r a t e s  o f  r e t u r n  f o r  
I 
v a r i o u s  ty;,es of i n v e s t m e n t s ,  be  t h e y  l a b o u r  o r  c a p i t a l  i n t e n s i v e ,  
remain r e l a t i v e l y  u n a f f e c t e d  as is  shown i n  Table I above. I n c i -  
d e n t a l l y ,  i t  cou ld  be a rgued  t h a t  even c a p i t a l  a l lownnces  s u c h  as 
development  r e b a t e s  and i n i t i a l  a l l owances  a r e  , n e u t r a l  i n  t h c  same 
s e n s e  a l t h o u g h  i t  i s  g e n e r a l l y  b e l i e v e d  t h a t  t h e s e  n l lownnces  
See I . S . G u l a t i ,  On t h e  N e u t r a l i t y  UP Tax Ho l iday  ( t o  be yub l i shed )  
f o r  a f u l l e r  d i s c u s s i o n .  
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a f f e c t  t h e  r e l a t i v e  f a c t o r  c o s t s  a d v e r s e l y  f o r  I t  i s  
over looked  : z l t oge the r  t h a t  undor  t h o  c o n v e n t i o n a l  t a x  h o l i d a y  regime 
t h e  c o s t  t o  Government i n  t e r m s  o f  revenue  f o r e g o n e  ( o r  t h e  b e n e f i t  
t o  t h e  f i r m  of  t a x  saved)  f o r  e v e r y  j o b  c r e a t e d  i s  h i g h e r  w i t h  
r e s p e c t  t?  c a i ) i t a l  i n t e n s i v e  t h a n  l a b o u r  i n t e n s i v e  invos tment .  
L e t  u s  now come t o  t h e  a s sumpt ions  made by u s  i n  t h e  p reced ing  
s e c t i o n  and examine t o  what e x t e n t  o u r  c o n c l u s i o n  r e s t s  on t h e s e  
assumptions.,  Our f i r s t  a s sumpt ion  w a s  w i t h  r e s p e c t  t o  v a r i z b l e  
c n p i t n l  i n t e n s i t y  between f i r m s .  Th i s ,  a s  we have  s t n t e d  alrenc!y, 
i s  i m p l i c i t  i n  t h e  v e r y  n a t u r e  of the c h o i c e  posed by us .  I f  
c c p i t n l  i n t e n s i t y  i s  t h e  same f o r  a l l  t h e  f i r n s ,  t h e  i:,roblcm o f  
c h o i c e  posed by u s  dncs  n o t  a r i s e .  T h e r e f o r e ,  t h e r e  i s  no q u e s t i l n  
of o u r  drc-ppings o r  r a l c x i n g  t h i s  n s s u m ~ t i o n .  
A doub t  might  b e  r a i s e d  :!11 the  same r e g n r c l i n ~  t h e  assump- 
t i o n  o f  vl-irinblo c u p i  t a l - i n t e n s i t y  between f irrua on t h o  g r o u n l  t h u t  
i m p l i c i t  i n  o u r  c c l c u l n t i n n s  is  a f u r t h e r  :~saum;.tion w i t h  r e s p e c t  
t o  t h e  u n i f o r m i t y  i n  t h e  r a t i o  of  f i x e d  t o  working c a p i t a l  f o r  a l l  
t y p e s  of  i n v e s t m e n t s ,  w h e t h e r ' l n b o u r  i n t e n s i v e  o r  c a p i t a l  i n t e n s i v e .  
Now, i f  t h e  t endency  i s  f o r  more l a b o u r - i n t e n s i v e  inves tmen t s  t o  
have a lower  r a t i o  o f  working t o  f i x e d  c a p i t a l  t h a n  l e s s  l abour -  
' Sue L.  C. Guptn, Devc lopment R e b a t e ,  C a p i t a l - I n t e n s i t y  and Ehploy- 
mont, i n  Economic cncl ? o l i t i c n l  ;:eekly of Jnnua ry  6, 1973. 
G u p t a l s  n r p m e n t  i s  t h a t  s i n c e  devc lopn~en t  reb;! te  i s  a v a i l a b l e  
w i t h  r e s p e c t  t o  2 1 m t  ant? equipment  a t  a uniform r a t o  r e g n r d l e s s  
of  whether  t h e y  n r c  omplcyed i n  more o r  l o s e  c a p i t a l - i n t e n s i v e  
tuchno logy ,  t h e  r c h a t e  c a n  be  saifl t o  b e  n e u t r a l  between such  
d i f f e r e n t  technclof{i.:s, Gupta t h e n  g o e s  on t o  nrguc  t h a t  a i v e n  
t h i s  n o u t r n l i t y  "c1cv~:lopment r k b n t e  i s  u n l i k e l y  t o  hcve hcr! m y  
s i g n i f i c a n t  influence on t h e  c h q i c e  of c a p i t a l  i n t e n s i t y  i n  genc ro l " .  
i n t e n s i v e  i n v e s t m e n t s ,  t h e  d i s p a r i t i e s  i n  t e rms  of c o s t  to Govern- 
ment f o r  e v e r y  j o b  c r e a t e d  w i l l  become even  wide r  t h a n  whnt o u r  
c a l c u l a t i o n s  i n  Table  I s u g g e s t .  However, i f , a s  i s  f a r  more l i k e l y ,  
t h e  t endency  is i n  t h e  o p p o s i t e  d i r e c t i o n  i . e .  f o r  t h e  l o b o u r  
i n t e n s i v e  invontmonta t o  have h i g h e r  r a t i o  of working t o  f i x e d  
c a p i t a l ,  t h e  d i s p n r i t i e s  w i l l  c e r t a i n l y  become ncr rnwer .  
n u t  t h e  b a s i c  c o n c l u s i o n  of  t h i s  p a p e r  remains u n n f f e c t e d  
ncmely t h a t  i n  t h e  c h o i c e  o f  t n x  h o l i d n y  t o  be  o f f e r e d ,  it i s  t h e  
t a x  h o l i d n y  under  n l t c r n a t i v e  ( 3 )  which shou ld  b e  o f f e r e d  i n  o r d e r  
t o  o p t i m i s e  t h c  r e s n l t s  i n  t e rms  of o d ? . i t i o n a l  ernpl~yment  v i s - a -v i s  
t h e  c o s t  t o  Government i n  t e r m s  of  t h c  revenue  it f o r g o e s  i n  t h e  
g r a n t  of  t a x  h o l i d n y .  Thc o n l y  m o d i f i c a t i o n  - i f  it i s  a modi f i -  
c a t i o n  a t  n11 - c a l l e d  f c r  t o  t h e  e a r l i e r  srgument  would b e  t h n t  
t h e  r a t e  o f  t a x  exemption s h u u l d  b e  i n v e r s e l y  r e l n t e d  n o t  j u s t  t n  
f i x e d  c n p i t n l  umylvyod p e r  j ob  b u t  t o  t o t a l  c a i i t n l ,  i n c l u d i n g  
w r k i n g  cnpi  t n l ,  employed p e r  j cb. 
I t  i s  q u i t e  concc i .vable  t h a t  f o r  a n  inves tmen t  which i s  
l e s s  c a p i t ~ l - i n t e n s i v e  i n  te rms  of  t h e  r n t i o  of f i x e d  c a p i t a l  t o  
l a b o u r  t h e  r a t i o  o f  working t o  f i x e d  c n p i t a l  might  be s o  much 
h i g h e r  t h a n  t h c  c o r r e s p o n d i n g  r n t i o  f o r  what i s  n more c a p i t a l  
i n t e n s i v e  i n v e s t n ~ c n t  a g a i n  i n  t e rms  of t h c  r n t i o  of f i x c d  c n p i t n l  
t o  l a b o u r  thn . t  t h e  o v e r a l l  f i g u r e  of t o t a l  c a p i t a l  employed p e r  
j o b  f o r  t h e  fo rmer  i s  e q u a l  t9 o r  even h i g h e r  t h c n  t h a t  f o r  t h e  
l a t t e r .  I n  t h n t  cnsc ,  t h e  i n v e r s e  l i n k i n g  of  t h e  r a t e  of exemp- 
t i o n  t o  t ( - t a l  c a l  i t 0 1  employed p e r  j ob  c o u l d  have  a n  a d v e r s e  
impact  on t h e  r a t e  o f  r o t ~ ~ r n  o  t h e  fo rmer  r e l a t i v e l y  t o  t h e  l e t t e r  
i n v e s t m e n t .  Even t h e n ,  t h e  s i t u a t i o n  emcrging as a r e s u l t  o f  t h e  
i n v e r s e  l i n k i n g  of  t h e  r a t c  'of exemption t o  c a p i t a l  employed p e r  
j o b  would p a s s  o u r  t e s t  which i s  t h a t  t h e  c o s t  t o  Government, i n  
t e r m s  o f  revenue  fo regone  f o r  e v e r y  j o b  c r e a t e d  should  
by  b e i n g  uni form socure '  t h e  h i g h e s t  a d d i t i o n a l  employment. 
Our n e x t  assumpt ion  i s  w i t h  r e s p e c t  t o  t h e  uni form r a t e  o f  
r e t u r n  on c a p i t a l  f o r  a l l  t y p e s  of i nves tmen t .  There can b e  no 
denying  t h a t  g i v e n  t h e  marke t  i 'mror fec t ions  of  t h e  r e a l  world 
d i f f e r e n t  r h t o s  of r e t u r n  c o u l d ,  and p robab ly  would, a c t u a l l y  
o b t a i n .  To what e x t e n t  one' may nsk ,  does  'our  c o n c l u s i o n  r e g a r d i n g  
t h e  c h o i c e  (jf a l t e r n a t i v e  ( 3 )  r e s t  o n  t h i s  pc t r ' t i cu la r  'assumption? 
F rank ly ,  it d o c s  r e s t .  i m p o r t a n t l y  .on t h i s  c~ssumpt ion  o f  a uni form 
r a t e  o f ' r e t u r n  i n  t h t ~ t  a t h e r w i s e .  t h e  f i x a t i o n  of  t h e  r a t e  o f  
exemption i n  i n v e r s e  r e l a t i o n s h i p  t o  t h e  c a p i t a l .  employed p e r  job . 
. . 
by  a f i r m  might. n o t  p a s s  t h e  t e s t  p r e s c r i b e d  Gy us:' ' ' 
?!hat i s  import& t o  know't-hen i s  whether  t h e ' r a t e s  d f  
r e t u r n  on c a p i t n l  are u n i f o r m l y  lbwer or h i ~ h e r  f i r  l a b o u r - i n t e n s i v e  
i n v e s t m e n t s  as cornp::rcd t d  ' c a p i t a l  i n t e n s i v e  investmefi ts .  I f  t h e  
r a t e s  o f  r e t u r n  t end  t o  be lower  f o r  1 a b c u r . i n t e n s i v e  thdn  f o r  
c s y i t n l  i n t o n s i v o  i n v e s t m e n t s ,  t h & n  ' . the  c o s t  t o  Government,. i n  
I 
t e rms  of t o x  revenue f o r e g o n e ,  f o r  e v e r y  job . - . under  t h e  
c o n v e n t i o n n l  t n x  h t ~ l i d a y ,  w i l l  he s t i l l  s m a l l e r  f o r  l a b o u r  i n t e n s i v e  - 
i n v e s t m z n t s  compared t c  t h a t  f o r  c n p i f a l  i n t e n s i v e  invcs ta ren ts .  
Even i n v e r s e  l i n k i n g  cf  t h e  r a t e  o f  exemption t o  c a p i t a l  i n t e n s i t y  - 
will e n t a i l  h i g h e r  c o s t ,  i n  t e rms  of  r evenue  fo regone  by Govern-. 
ment, f o r  e v e r y  j o b  c r e a t e d  by c n p i t a l - i n t e n s i v e  inves tmen t s  t han  
t h a t  f c r  e v e r y  job  c r e a t e d  by r e l a t i v e l y  l e s s  c a p i t a l  i n t e n s i v e  
inves tmen t .  
I f ,  on t h e  c . ther  hnni!., t h e  r n t e s  of r e t u r n  tend t o  be h i g h e r  
f o r  l n b o u r  i n t e n s i v e  i n v e s t m e n t s  t h a n  f o r  c s p i t c l  i n t e n s i v e  i n v e s t -  
ments t h e  r e l a t i v e  p o s i t i o n  wi th  r e s p e c t  t o  t h e  c o s t  t o  Government 
of  c c o n v e n t i o n a l  t a x  h o l i d a y  gil.1 b e  l e s s  d i s p e r a t e  . t han  i s  
s u g ~ e s t e d  by o u r  e a r l i e r  c a l c u l a t i o n s  and i n v e r s e  l i n k i n g  of  t h e  
. . 
r a t e  of  exemption t o  c a p i t c l  i n t e n s i t y  would mean t h a t  th.e d i s p n r i t y  ' 
i n  t h e  c o s t  t o  ~ o v e r n m e n t  for eve ry  j o b  c r e a t e d  i n  more . c a p i t a l  
i n t e n s i v e  f i r m s ' n s  compared t o  t h a t  i n  l e s s . c s p i t a 1  i n t e n s i v e  
f i r m s  w i l l  a l s o  h e  nar rower .  
The b a s i c  p o i n t  remains  however; So long  ns  t h e  p r o f i t  
p e r  j o b  v a r i e s  i n  t h e  same d i r e c t i o n  w i t h  c a p i t a l  employed per j o b ,  
t h e  c o s t  t o  t h e  Goveriment of  h co-nvent iona l  t a x  h o l i d a y  i n  t e r m s  
of revenue  fo regone  i s  h i ~ h e r  . f o r  more c n p i t a l  i n t e n s i v e  opera-  
t i o n s  compar'ec? t o  l e i s  c a y i t a l  i n t e n s i v e  o p e r a t i o n s .  The c a s e  
would s t i l l  t h e r e f o r e  &st  f o r  g iv2ng t a x  exemption i n  a manner 
t h a t  f i r m s  w i t h  lower  c a p i t a l  pe r  job  a r e  e l i g i b l e  f a r  h i g h e r  
P e r  
exemption t h a n  f i r m s  w i t h  h i g h e r  c a p i t a l h o b .  Bu t  if i t  i s  d e s i r e d  
t o  e q u a t e  t h e  c o s t  p e r  j ob  t o  Govdrnment o f  employment i n  o r d e r  
t o  op t imize  r e s u l t s  t h i s  would t h e n  b e  p o s s i b l e  t o  a c h i e v e  by 
r e l a t i n g  t h e  r a t e  of exemption i n v e r s e l y  n o t  t o  t h e  c a p i t a l  employed 
p e r  j ob  b u t  t o  t h e  p r o f i t  earned p e r  job .  4 
See I . S . G u l o t i ,  On t h e  N e u t r a l i t y  o f  Tax H ~ l i d s y  ( t o  b e  
p u b l i s h e d )  f o r  a n  e l a b o r a t i o n  on t h i s  p o i n t .  
19 
As f o r  t h c  t h i r d  a s sumpt ion  r e g a r d i n g  t h e  uni form r a t e  of 
t a x  on p r o f i t s ,  t h i s  a c c o r d s  w i t h  t h e  s t a n d z r d  Anglo-Saxon p r a c t i c e  
o f  t a x i n g  comrany p r o f i t s  a t  o uni form r a t e  and t h e r e  i s  no q u o s t i o n  
of  d ropp ing  o r  r e l a x i n g  it. Our f o u r t h  i tssumption r e g a r d i n g  t h e  
uni form r a t e  c f  exeml~ t ion  h a s  been r e l a x e d  a l r e a d y  i n  t h e  c o u r s e  
of  o u r  d i s c u s s i o n .  On t h e  whole,  t h e r e f o r e ,  we a r e  on  s a f e  grounds 
t o  s a y  t h a t  o u r  c o n c l u s i o n  as t o  t h e  r i g h t  c h o i c e  of t h e  t a x  
h o l i d a y  shou ld  g e n e r a l l y  ho ld .  
F i n a l l y ,  l e t  u s  come t o  t h e  p r a c t i c a l i t y  of l i n k i n g  t h e  
r a t e  of t a x  exemption f o r  each  f i r m  under  a t a x  h o l i d a y  i n v e r s e l y  
t o  c a p i t n l  ernploysd p e r  j ob .  There r e a l l y  i s  no s t r o n g  b a s i s  t o  
e n t e r t a i n  a n y  g r e a t  doub t  on  t h i s  s c o r e .  I t  h a s  t o  be remembered 
i n  t h i s  c o n t e x t  t h a t  i n  a l m o s t  a l l  d e v e l o p i n g  c o u n t r i e s  o f f e r i n g  
t a x  h o l i d a y  t h e  c o n c e s s i o n  i s  a v n i l z b l e  t o  o n l y  i n c o r p o r n t e d  f i r m s  
( i . e .  companies) which a r e  o b l i g e d  t o  m a i n t n i n ,  and even p u b l i s h ,  
t h e i r  recorcls o n  a  uniform b a s i s .  Also, lcws n m ?  r e g u l a t i o n s  r e l a t i r i g  
t o  income t a x  on companies t h e  maintcnonce and submiss ion  
of i n f o r m a t i o n  on a s t a n d a r d  p n t t e r n .  Adc l i t i onc l ly ,  l a b o u r  l e g i s l n -  
t i o n  i n  most of t h e s e  c o u n t r i e s  a l r e a d y  r e q u i r e s  r e c o r d i n g  of 
i n f o r m a t i o n  w i t h  r e s p e c t  t o  employment of and payments  t o  workers  
by f i r m s  of n minimum s i z e  and nbove. Given t h i s  bnckground, i t  
shou ld  n o t  p r e s e n t  much problem f o r  n Government t o  o s c e r t n i n  
s e p a r a t e l y  f o r  each f i r m  q u a l i f y i n g  f o r  t a x  h o l i d n y  of t h e  
proposed t y y e  t h e  c n r i t n l  cniployed p e r  job - t h e  i n f o r m a t i o n  which 
i s  c r u c i a l  t o  t h e  o p e r a t i o n  of t h i s  t y p e  o f  t a x  h o l i d a y .  
Also it might be  wor thwhi le  r e f e r r i n g  h e r e  t o  t h e  one 
p a r t i c u l a r  problem of  c a p i t a l  v a l u n t i o n  which a r i s e s  because  o f  
t h e  d i f f e r e n c e s  i n  a g e  of  n f i r m ' s  c a p i t n l  n s s e t s .  'Ant we a r e  
r e a l l y  concerned  w i t h  i n  c o n n e c t i o n  w i t h  t a x  h o l i d a y  i s  new 
inves tmen t  i n  c a p i t a l  a s s e t s  and t h e  r e l a t e d  i n c r e m e n t a l  employ- 
ment i t  g e n e r a t e s .  The re fp re  t h e  problem of  v a l u a t i o n  n s s o c i a t e d  
w i t h  age  d i f f e r e n c e s  o f  n  f i r m ' s  c a p i t a l  a s s e t s  need n o t  a r i s e  a t  
a l l  i n  t h e  c o n t e x t  of t h e  t a x  h o l i d a y  of  o u r  c h o i c e ,  nomely t h e  
one t h a t  l i n k s  t h e  r a t e  of  exemption i n v e r s e l y  t o  t h e  c a i . i t a l  
employod p e r  job.  
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